The Southeast European (SEE) countries have strong roots in social and historical terms. Their experience of the last couple of decades indicates, however, that SEE is in continual change and transformation: They want to attain more open societies, functioning markets and well-knit international affairs. This paper examines the economic prospects of the SEE countries from the eye of outsiders. Specifically, we investigate the strength of intra-SEE economic ties, stability at the nexus of financial and real sectors, propagation of shocks from the major economies of Europe to the SEE, and uncertainties surrounding the SEE countries. Along each of these dimensions, we maintain a comparative perspective, spatially relative to continental Europe and Turkey and temporally relative to the pre-crisis period.
Introduction
In the past few decades, the SEE countries 1 , with deep social and historical roots, have been undergoing a dramatic change and transformation: They want to attain more open societies, to foster functioning markets and to establish strong international relations. In this respect, the SEE countries deserve special attention.
In this paper, we examine the economic prospects of the SEE economies. We try to address (1) the strength of the internal economic ties of the SEE countries, (2) stability at the nexus of financial and real sectors, (3) propagation mechanisms of shocks from the major economies of Europe to the SEE, and (4) uncertainties surrounding the SEE countries. Along each of these dimensions, we maintain a comparative perspective, spatially relative to continental Europe and temporally relative to the pre-crisis period. In conducting our analysis, we utilize several different approaches and techniques. We ultimately combine our spatial and temporal findings in order to obtain a holistic strategy for financial stability and sustainable growth.
The reader must note that the authors of this paper have the viewpoint of an outsider. So, in order to avoid far-reaching conclusions, we focus mainly on the general similarities and clear-cut differences among the countries of interest. Country-specific information is intentionally left untouched.
The remainder of the paper is laid out as follows: We start with a brief overview of the economic developments in the SEE countries during the last decade. In sections 3, 4 and 5, trade, equity market and credit exposures of the SEE economies are investigated, respectively. In Section 6, we synthesize our findings to obtain an assessment of the short-to-medium term sources of instability. Section 7 is then reserved for the discussion of long-term challenges. The final section concludes the article by formulating some strategies for future.
Economic Background in the SEE Countries
The macroeconomic outlook of the SEE region in the last decade can be analyzed in two sub-periods as "before" and "after" the global crisis. During the good global economic conditions of [2000] [2001] [2002] [2003] [2004] [2005] [2006] [2007] [2008] , the SEE countries laid the foundations of a functioning market economy and relatively sustained macroeconomic stability. With the onset of the global economic crisis, however, the SEE countries entered into a macroeconomic environment of long-lasting uncertainty.
Macroeconomic developments in the SEE countries were relatively favorable in the earlier sub-period. Real GDP growth performance was astounding in all SEE countries until the recession in 2009 (Constancio, V., 2011) . Nominal GDP doubled during this period and the rise in the European Union (EU) member SEE countries was much more noticeable. Similarly, GDP per capita increased impressively in a majority of the SEE countries (Gardo, S. and R. Martin, 2010) . Inflation was relatively steady at single digit levels, while Romania and Serbia experienced very successful disinflation episodes in this period.
[TABLE 1: Macroeconomic Indicators]
Not all economic problems were tackled in this period, however. In particular, several SEE countries accumulated various degrees of external and internal imbalances (Constancio, V., 2011) .
Also, most SEE countries were unable to find a permanent solution to high unemployment. In particular, unemployment rates in Serbia, Macedonia, Kosovo, and Bosnia Herzegovina were more pronounced in comparison to other SEE countries. Growth rates were high, but not high enough to create employment and push unemployment rates down. The contribution of net exports to economic growth gradually declined, while the contribution of private consumption to growth increased steadily prior to the global economic crisis (Gardo, S. and R. Martin, 2010) . Moreover, current account deficits became a chronic problem of all SEE countries in this period. Export of relatively low value-added products and the import of high value-added products was a major source of the chronic current account deficits in these countries (Jazbec, B. and A. Kastrati, 2011) . As imports continuously outperformed exports due to strong domestic demand, current account deficits deteriorated over the course of the period. Besides, current account deficits were increasingly covered by capital inflows, mainly in the form of short term capital. On the fiscal side, consolidation efforts delivered successful results in SEE countries, where Bulgaria, Serbia, and Montenegro were the forerunners of fiscal discipline. Budget deficits and public debt dropped below the Maastricht criteria, creating enough maneuver space after the global economic crisis.
With the outbreak of the global economic and financial crisis in 2008, the macroeconomic outlook started to deteriorate for the countries in the region. Financial contagion from the global financial crisis was limited, but the swing in real economic activity in the SEE countries was stronger than that in the EU economies. In general, economic growth collapsed and only Albania, Kosovo, and Bosnia Herzegovina managed to avoid a recession in 2009. With the weak recovery in 2010, economic growth was far slower than the pre-crisis period in most SEE countries. Uncertainty in the region increased further with the Eurozone (EZ) debt crisis. Along with trade spillover effects from the lackluster growth in the EU, current account deficits deteriorated in 2011 after narrowing sizably in 2010. Financing of the current account deficits has continued to be a challenge due to the slowdown and sometimes reversals in capital inflows. Most SEE countries introduced large fiscal packages to tackle the crisis, which resulted in a sharp increase in budget deficits and public debt.
Fiscal buffers dried up in most SEE countries during the crisis and governments were forced to impose further consolidation in 2011, even though economic recession in the EU required the opposite (European Commission, 2012) .
Financial sectors in most SEE economies are specialized in traditional banking activities. This prevented these economies from high levels of exposure to toxic financial assets following the crisis.
Therefore, spillover effects due to the crisis was limited. For all that, banking systems in the region display more resilient characteristics such as high liquidity and significant capital buffers at present (World Bank, 2011) . However, there are some features that might weaken the strength of the banking systems in the SEE economies. In advance of the global financial crisis, access to international capital markets with low external financing costs contributed to rapid credit growth in most SEE countries. This easy access to foreign sources of capital appears to have significantly weakened in the current setting of the EZ debt crisis. The banking sector lending capacity and indirectly real sector borrowing in several SEE economies is dependent on foreign financing from European parent banks. However, this dependence is not as high as in the Baltic countries and some CEE countries. In particular, in some SEE countries exposure is very high to Austrian, Italian, and Greek banks (World Bank, 2011) . Hence, strong recapitalization needs of these banks pose an indirect risk to the financial sectors and economies of the SEE.
Non-performing loans (NPL) create a further risk for the banking sectors in the region since the global economic crisis. To cushion the risks arising from NPL's, banks in Kosovo, Albania and Montenegro started to cut loans by increasing the interest rates for lending, whereas in Serbia and Macedonia the main reason for higher lending rates was to avoid the depreciation of the currency (Jazbec, B. and A. Kastrati, 2011) . The result of higher lending rates mirrored in further low credit growth in the region. In many SEE countries, banks have increased the interest rates for deposits as well, indicating their search of new sources for funds, especially after the deleveraging process of EU banks.
SEE as an Economic Region: Trade Exposure
The 2008-2010 financial crisis was significant in a number of ways. First, it was of a transcendental scale. Second, it was associated with long-lasting uncertainties. Indeed, the root cause of these two symptoms were nothing but systemic problems. In this section, we examine the SEE economies from the perspective of trade ties and try to understand the extent to which the SEE economies are connected to the rest of the world. Based on our estimation of the gravity equation, we extract the fixed effect estimates for each cross-section, that is, for each pair of countries. A positive fixed effect estimate is interpreted as an indication of "above-average" or "augmented/strong" trade relationship between the respective pair of countries. Namely, the fixed effect estimates provide a direct answer to the question of "keeping all other factors constant, how strong is trade between two countries?". We then perform a straightforward counting exercise to compute the degree of internal and external attachment of countries displayed in Table 2 .
In Table 2 , we consider Southeast European Economies (SEE), EZ, the European Union excluding EZ (EU), Europe (European countries other than SEE, EZ and EU), Asian Tigers and the rest of the world. 4 The first value in Table 2 2 The equation we estimate takes the form ln(EX ijt +EX jit ) = a 0 + a 1 *ln(GDP it *GDP jt ) + a 2 *ln(GDPPC it *GDPPC jt ) + a 3 *lnD ij + e ijt . The left hand side variable is the trade volume between countries i and j in period t. The explanatory variables are the natural logarithms of the product GDP and the product per capita GDP (of countries i and j) and geographical center-to-center distance between countries i and j. In the model, the volume of trade is assumed to be proportional to the combined economic size of the trade partners GDP per capita is a measure of product differentiation as well as specialization. Trade costs are captured by the geographical distance. Distance is also an indicator of the costs due to cultural differences. Needless to say, gravity analysis in economics directly borrows from the gravity equation of Newtonian physics where trade volume, product GDP and distance are respectively analogs of gravitational force, masses, and distance separating them. 3 The maximum possible sample size for 130 countries and 48 years is about 375,000. However, due to partial availability of data, the maximum (minimum) number of usable observations is 187,207 (163,310) . See Cunedioglu and Yucel (2011) for more information. 4 See Table 1 for a full list of countries included in our gravity analysis.
Against this background, Table 2 reveals that the intensity of trade among the SEE countries is 0.86, which is the third greatest figure, following the EU countries and Asian Tigers. This suggests that the SEE has potential to benefit from further intra-regional trade. 
SEE Stock Markets: Degrees of Integration and Equity Market Exposure
In order to investigate the integration of SEE stock markets with their major peers and to capture the transmission of shocks from the US and European stock markets to the SEE equities, we next estimate a tri-variate GARCH model with Diagonal BEKK representation developed by Engle and Kroner (1995) . 6 Using estimation results, we compute time-varying conditional correlations in order to identify the level of integration of each country with the US and German stock markets and to explore the developments during times of financial stress.
[Figure 1: Estimated Conditional Correlations]
Conditional correlations between the German and US stock indices were very similar in all estimations with a maximum of 0.89, an average of 0.6, and a standard deviation of 0.16. Given the high level of integration between advanced stock markets, the average correlation of German and US stocks were taken as a reference, and using its standard deviations, levels of integration of SEE stock markets with German and US stock markets were identified. Secondly, even though the time span of our data is limited, it shows a trend of increasing integration of SEE stock markets with their advanced peers prior to the global financial crisis. 5 The lack of an explicit reference to pre-defined regions or country groups in estimation allows us to interpret the trade intensity figures as revealed intensities. Cunedioglu and Yucel (2011) However, this was followed by a period of fragmentation. Although volatile, it can be argued that the integration trend has resumed recently.
Lastly, it is also evident that conditional correlations present clear peaks during the global financial turmoil following the collapse of Lehman Brothers and during the peak of the EZ debt crisis, which indicates a spillover from advanced equity markets.
Banking in the SEE: Credit Exposure
As mentioned in Section 2, the banking systems in the SEE region are relatively healthy, even so with financial sector difficulties that parent banks are facing currently. We now present a brief survey of developments in foreign financial flows to the region mainly for the last couple of years. BIS consolidated banking data on ultimate risk basis is used for the analysis 7 .
It is clear from Figure 2 that prior to the global financial crisis, credit flows to the SEE countries was buoyant. This development is associated with the entry of foreign banks (mainly of EU origin)
into the SEE market and subsequent large capital flows from parent banks to the SEE subsidiaries and affiliates. These flows were channeled primarily to private sector consumption and investment, which in turn led to high growth rates in the region.
[Figure 2 : Evolution of Claims in SEE]
However, underlying fragilities in the region surfaced during the global crisis. Foreign ownership in the banking sector is higher than 80% in most SEE countries, reaching 90% in some SEE countries.
As parent banks entered into financial stress, it became increasingly uncertain whether subsidiaries and affiliates in the SEE region would get the financial flows that are necessary to support domestic economies (Jazbec, B. and A. Kastrati ,2011) . Furthermore, as foreign currency loans had dominated the credit structure in some countries, exchange rate fluctuations became another source of concern.
As can also be seen in Figure 2 , the initial reaction during the global crisis was a rapid drop of credit inflows to the region. However, in anticipation of the consequences of a sudden stop of financial flows to all stakeholders; international financial institutions, EU institutions, the largest banking groups in the region as well as the home and host country regulators established the "Vienna Initiative". With the objective of "supporting banking sector stability and lending to the real economy in crisis-hit Central and Eastern Europe" Vienna Initiative was initiated in Spring 2009, in the form of EU/IMF funded support packages to some countries as well as banking sector 7 In Figure 1 , foreign claims by sector in SEE countries as well as the total country exposure defined as the sum of foreign banking claims, derivatives contracts, guarantees and credit commitments held by the BIS reporting banks.
commitment letters specific to country needs. Following the Vienna Initiative, financial flows to the region stabilized. Therefore, the initiative can be regarded as successful (De Haas et.al., 2012) . 
Sources of Instability: Short-to-Medium Term
The growth model of the SEE countries is mainly based on exports with a strong orientation towards the EU markets. Given the fact that the share of EU in SEE imports and exports is between 40% to 70%, a negative demand shock from the EU can seriously undermine the recovery process of the SEE economies. To verify this argument, the trade potential of the SEE countries was investigated through a simple gravity exercise in Section 3. The main findings of the exercise suggest that trade intensity among the SEE countries and with the rest of Europe is quite high. So much that trade intensity among the SEE countries ranks as third in the world after the US and East Asian countries.
Thus, while observations suggest that the SEE countries have a high potential for trade with Europe, one should admit that they are also highly exposed to the spread of systemic risks among the SEE countries in case of external trade shocks.
Despite our claim in Section 1 that the SEE financial markets are less developed, we wanted to have a closer look at the markets and banking sectors of the SEE countries in sections 4 and 5. The tri-variate GARCH estimation results showed that stock market capitalization and integration with advanced stock markets remain limited in SEE countries. But, data also show that there is a clear trend of ongoing integration with advanced stock markets. Furthermore, spillovers from the advanced equity markets to the SEE markets during the global economic crisis suggest that these countries are not immune to external shocks.
Analysis of financial flows to the region has revealed a well-known phenomenon associated with financial liberalization. While high foreign ownership in the banking sector is an asset for market efficiency and financial stability in normal times, it might become a source of instability in times of financial distress in parent countries (Constancio, V., 2011) . Likewise, unchecked credit expansion as well as foreign currency dominated credit structure can lead to serious imbalances in the economy.
Sources of Instability: Long Term
We next investigate the potential long term sources of instability in the SEE region. The dynamics of long term economic outlook is mainly based on two variables: Technological capacity and demographics. Technological capacity is excluded from the analysis due to problems with availability and measurement of data. However, demographic trends of the SEE countries seem to provide valuable insights for the purpose of this paper.
Negative demographic trends are already evident in most SEE countries. In particular, the population is ageing and rapidly decreasing due to low fertility and migration. For two reasons, these trends imply a potential risk for future economic development. With no adequate technology transfer and infrastructure investment, shortage of human capital in the future will likely prevent these countries from reaching a maximum exploitation of the economic opportunities offered by EU membership process. Then again, rapid ageing and increase in the old age dependency ratio will lead to high social security burdens, ultimately creating risks for the long-term sustainability of public finances (EU Ageing Report, 2012).
[Figure 3: Population % Change (2000 -2010)]
According to World Bank figures presented in Figure 3 , the largest population decline in the SEE countries occurred in Romania and Bulgaria by 4% and 6%, respectively, from 2000 to 2010. In all countries, fertility rates were below the 2.1 children threshold, the natural replacement rate per woman for keeping the population on a flat line over time (EU Ageing Report, 2012) . The drop in fertility rates was particularly dramatic in Bulgaria, Romania and Bosnia Herzegovina where, in line with highly negative population growth rates, fertility rates fell below 1.3 child.
[Figure 4: Old Age Dependency Ratio (2000 -2010)]
The share of the working population stayed relatively steady in the SEE countries during this period. With the exception of Serbia, the share of population above age 65 increased in all countries.
The increase was more evident in countries such as Albania, Bosnia Herzegovina, and Montenegro, while Bulgaria, Croatia, and Slovenia had the highest share of population above age 65. Furthermore, as reflected in Figure 4 , old age dependency ratio increased in all SEE countries from 2000 to 2010.
The highest old dependency ratios were in Bulgaria, Croatia, and Slovenia where the ratio was almost a quarter of the working age population in 2010.
[Figure 5: Old Age Dependency Projections (2010-2050)]
According to the long term UN projections displayed in Figure 6 , a sizeable decline in population is expected to take place in all countries except for Slovenia and Montenegro during the next 40 years. The most severe population decline will occur in Bulgaria and Bosnia Herzegovina with a decrease of 27% and 21%, respectively. Moreover, old age dependency ratios will rise substantially for all SEE countries. Projections indicate that old age dependency ratios will jump up to 40% to 50%
in the SEE (UN Projections, 2012), while average old age dependency ratio in the EU is expected to double from 26% to 53% in 2050 (EU Ageing Report, 2012). 
Prospects and Risks: Setting up the Strategies for Future
Three structural characteristics of the SEE region should be kept in mind when setting up the strategies for the future. Firstly, the transition process is still continuing, labeling a period of substantial and fast transformation from planned to market economies in most SEE countries.
Secondly, the EU integration motive is slowly replacing the transition feature, operating as a political and economic anchor in most countries. Thirdly, the political feature is gradually disappearing from the SEE scenery, but still surfacing from time to time in some SEE countries.
We think that short term macroeconomic imbalances and financial vulnerabilities can be managed through short-term stabilization policies; however, long term instabilities require structural solutions. In fact, we propose nothing different than already well-known but mostly distressing structural reforms that would increase potential long term economic growth in order to break the vicious cycle of weak economic fundamentals permanently. It is essential that countries in the region should not lose their appetite for structural reforms.
In particular, increasing competitiveness and diversification of export products should be a priority for the SEE countries, so that trade potential with the EU can be exploited at a maximum level. Given that most SEE countries are small open economies exporting mainly commodities such as metals and basic minerals, diversification of export products will insulate the tradable sector from large price swings in commodity markets. In addition, policies towards the diversification of export markets would also reduce the exposure of these economies to potential trade shocks. Also, necessary actions in order to secure a stable flow of worker remittances is vital for some SEE countries.
Policies to tackle high unemployment have utmost importance, as high unemployment has the potential to slow down the catch-up process in most SEE countries. Labor market reforms in order to increase flexibility and participation should remain a significant component of the development model in these countries. Labor market reforms should be combined with ageing and migration policies in order to overcome the potential negative impact of demographic trends.
For all transition economies, strong orientation towards market economy requires business friendly policies. Moreover, policies that foster innovation and technological development need to be designed urgently. This is important because these policies will not only enhance the competitiveness, but also minimize the effects of negative demographic trends in these economies.
Strong incentives and structural measures should be in place for a better private sector environment.
World Bank's Doing Business figures for the SEE countries show-that significant progress has been made over the last decade. Especially, the performance of Macedonia deserves credit as the country ranks as 22 nd in terms of business climate, a ranking even higher than the EU member SEE countries.
Moreover, the conditions for attracting more FDI should be further improved in most SEE countries as foreign investment in the region is crucial for economic growth and for the development of essential infrastructure.
[ Table 3 : Doing Business in the SEE Economies]
The dependency of SEE economies on the EU and their exposure to the EZ debt crisis have been underlined many times in this paper. Slower than expected economic development in these countries can only be attributed partly to macroeconomic imbalances and high exposure to the EU economy. These countries managed to sustain macroeconomic stability and market liberalization in the early process of transition but failed to reach a momentum of sustainable development later. It seems that the missing part of the puzzle in these countries is the lack of institutional setting (Jazbec, B. and A. Kastrati, 2011) .
This reasoning brings us back to the structural importance of the EU integration process for the SEE countries. As mentioned in the beginning, three structural features -the transition feature, the EU integration feature and the political and historical feature -continue to interact and influence economic and social development of these countries. However, ever since the EU integration process started to replace the transition process and political struggle in the SEE countries, the course of development in the SEE countries became more profound.
Conclusion
A number of different approaches and techniques have been applied in this paper in order to take an account of the risks and prospects in the SEE countries after the global economic crisis. We have investigated the trade ties of the SEE countries in the context of a gravity model and found out that trade intensity in the region as well as trade ties with Europe is comparatively high.
Furthermore, we looked at the stock markets of these countries and obtained evidence that integration with advanced stock markets is still relatively weak, but results indicate that integration has picked up lately. We included a descriptive analysis of foreign financial flows to the region based on BIS data. Results show that financial inflows and credit to the region has decreased considerably after the global economic crisis. This environment deteriorated even further with the financial stress in some SEE countries that have strong banking ties with troubled EZ member state banks. We also concluded that demographics is a challenge to watch out for in most SEE countries and necessary measures should be taken immediately.
All in all, our findings point to some short to long term vulnerabilities in the SEE economies, but they also suggest that these countries have a high potential for more trade and deeper financial integration with EU markets, as long as future policies are designed and implemented effectively.
Hence, when setting up a strategy for the future, the EU integration process, in our view, should remain at the core for embedding the development process on firm grounds in the SEE countries. 
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